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Review of Chargesfor Unemployment

Compensation | nsurance

Executive Summary

The New Orleans Public Schools (NOPS) charged $2,265,212 in unreasonable unemployment
compensation insurance costs to U.S. Department of Education (ED) programs for State Fiscal
Years (FY) 1992 through 1996*. NOPS did not use a reasonable methodology for charging ED
programs. Although personnel associated with ED programs accounted for only 8.4 percent of
NOPS payroll costs, the ED programs were charged 48 percent of the total unemployment
compensation insurance costs. Federal Regulations allow grantees to charge Federa programs
only to the extent that the costs are reasonable and are allocated in accordance with the benefits
received as aresult of the costs. In the absence of extenuating circumstances, a reasonable basis
for alocating unemployment compensation insurance costs to ED programs would have been to
allocate based on the percentage of premium costs that represented the percentage of payroll for
ED programs as related to the total NOPS payroll.

The Louisiana Department of Education provided ED fundsto NOPS. NOPS charged an
unreasonable proportion of unemployment insurance costs to various ED programs. We
recommend that the Secretary require the Louisiana Department of Education to: (1) refund
$2,265,212 to ED; (2) ensure that only a reasonable proportion of unemployment insurance costs
are charged for periods after Fiscal Y ear 1996.

NOPS officials provided a management representation letter which did not contain all of the
requested representations. The following representation was totally omitted:

“ We are responsible for the fair representation of documents, records, and other
information provided for your review.”

Because of the significance of the deficiencies discussed in this report, and because of the
inadequacy of the management representation letter submitted by NOPS officials, we cannot
provide assurance that there is not further noncompliance with laws and regulations. (See
Quialification of Audit Results on page 11.)

The fiscal year discussed in this report pertains to an annual period beginning on July 1 and ending on
June 30 of the following year. For example, FY 1992 began on July 1, 1991.
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AUDIT RESULTS

The total cost of unemployment compensation insurance for NOPS was $5,707,526 based on paid
invoices for Fiscal Years 1992 to 1996. NOPS charged ED programs $2,747,043 or 48 percent
of the total using a method which did not result in a reasonable allocation of ED’s share of the
costs. A total of $481,831 or 8.4 percent of the total would have been a reasonable charge to ED
programs based on the ratio of total salaries for NOPS personnel working on Federa programs to
total NOPS sdaries.

NOPS used the services of Unemployment Compensation Control Systems, Inc. (UCCS) for
unemployment compensation insurance. UCCS hills NOPS for unemployment compensation
insurance services based on payroll data provided by NOPS. UCCS calculates its charges by
multiplying various rates times payroll dollar amounts for the three categories of fund accounts
used by NOPS. As shown in the following table, the Special Revenue Fund, which contains
Federal funds, is assessed arate that is about 22 times higher than that of the General Fund.

Billing Rates for 07/01/84-12/31/94 Billing Rates for 01/01/95-06/30/96
Fund Rate Fund Rate
Specia Revenue 3.30% Specia Revenue 2.10%
Food Service 2.00% Food Service 1.30%
General 0.15% Generdl 0.10%

The UCCS contract which took effect on July 1, 1984 did not provide for a single unemployment
premium rate; rather, it provided for the three different rates shown above. Those rates were
applied to total payroll dollars for the respective funds.

The 1995 contract provided for a single rate of 0.335 percent of payroll dollars. The use of the
0.335 percent applied to all salary dollars was expected to total the amount of the total premium
charged by UCCS. For thefirst year of the contract, UCCS billed NOPS on the single-rate basis,
using the 0.335 percentage rate. However, NOPS then requested that UCCS provide revised
invoices for the quarters in which UCCS had billed the school district with the single rate. UCCS
complied with that request, and sent four revised invoices. Those invoices broke the premium
cost down into three distinct rate groups, with the cost to the Special Revenue Fund increasing
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and the cost to the General Fund decreasing, although the overall premium changed very little. In
fact, the revised invoices contained the words “ NO PAYMENT DUE”. The revised rates which
took effect in 1995 were in about the same ratio as the rates which were used during the period
July 1, 1984 through December 31, 1994.

We visited UCCS to determine what documentation was available to support the high rate for the
Special Revenue Fund (which includes primarily ED grant funds). UCCS officials stated that a
3.3 rate used for the Special Revenue Fund was established in 1984 but documentation was not
currently available to support the rate. Further, UCCS officials stated that their current data base
did not show the funds from which employees were being paid when they were terminated.
Officials did point out that the contract negotiated for 1995 included a reduction in the rate used
for the Special Revenue fund. Again, officials did not have information showing that the
reduction was based on actual claims by individuals assigned to the Special Revenue Fund prior to
unemployment. In fact, al of the rates decreased because the total costs of the unemployment
insurance decreased.

NOPS maintains that Federal programs deserve to bear a higher cost than others for the following
two related reasons:

1 Federal funds are not dependable since grants often last for only one year,
with no guarantee of renewal.

2. General Fund employee layoffs are caused by Federally-funded employees
who generally have more tenure and bump when layoffs are necessary.

Our review disclosed that the total Federal funds awarded to NOPS increased by 9 percent from
FY 1992 to 1996. Asaresult, although funds for some programs may have fluctuated, Federal
funds available to NOPS were stable. 1n addition, NOPS did not have documentation to show
that employee bumping rights provided a basis for charging higher rates to Federa programs.

Federal Cost Principles for State, Local and Indian Tribal Governments, OMB Circular A-87
(May 17, 1995), provides regulatory guidance for costs charged to Federal grant awards.
Attachment A, Section C.1 of the Circular states that allowable costs must be necessary and
reasonable. Attachment B, Section 11.d specifically states that the costs of fringe benefits,
including unemployment benefit plans, are allowable to the extent that the benefits are reasonable.
It also states that the costs shall be allocated to Federal awards and all other activities in a manner
consistent with the pattern of benefits attributable to the employees whose salaries and wages are
chargeable to such Federal awards and other activities. Attachment A, Section C.3 statesthat a
cost is allocable to a particular cost objective in accordance with the relative benefits received.
Circular A-87 (January 15, 1981) included similar language.
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We considered two possible methods that could be used to alocate a reasonable share of
unemployment compensation costs to ED programs. One method would be to allocate the costs
based on the ratio of actual dollars for claims paid to ED- funded employees® to the total dollars
for claims paid for all employees. Datafor this type of allocation was not readily available at the
time of our review. In addition, this type of allocation would depend on an employee's status as
of the date of termination and would not consider status during the year. The second method that
we considered was to alocate the ED share based on the ratio of saary of ED-funded employees
to total salary for all NOPS employees. This method does consider an employee’s status over a
period of time. We concluded that this was the best method available to assign the unemployment
compensation insurance costs to ED.

During our audit period, ED funds were used to pay 8.4 percent of the total salaries paid by
NOPS. Theremaining 91.6 percent of salary cost was funded from other sources. Using 8.4
percent of total salaries as the basis of allocation, ED’ s share of unemployment compensation
insurance costs was $481,831 for the audit period. ED was actually charged $2,747,043 which
represents 48 percent of the total costs for unemployment insurance. In our opinion, the method
used by NOPS for billing unemployment insurance premiums resulted in overcharges to ED
totaling $2,265,212.

For the 12-month period ending June 1995, the NOPS Internal Audit Department analyzed actual
claim payments associated with employees of the three different funds. The analysis showed that
91 percent of the total payments pertained to employees paid from the General Fund, whereas
only 6 percent pertained to employees paid from the Special Revenue Fund, which includes ED
programs. The remaining 3 percent applied to employees paid from the Food Service Fund.
Although this data was not verified by an independent source, it does indicate that use of actual
claim datato allocate unemployment insurance costs would not be materially different than the
use of salary ratios.

The funding status (ED or non-ED) of an employee would need to be determined as of the date of termination.
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We calculated the excess charges to ED by subtracting the reasonable amount that should have
been charged from the amount actually charged. The calculations are presented on an annual
basisin the following table. Appendix | (pages 1 through 5) details the excess charges to the
various Education programs for each of the five fiscal years covered by this audit.

Chargesto ED for Unemployment | nsurance

Amount EXxcess

That Was Amount

Actually Reasonable Charged

Fiscal Year Charged Charges to ED

1992 $ 579,285 $ 99,234 $ 480,051
1993 $ 656,590 $111,446 $545,144
1994 $ 646,293 $120,118 $526,175
1995 $ 495,606 $83,720 $411,886
1996 $ 369,269 $67,313 $301,956
Total $2,747,043 $481,831 $2,265,212

As shown, our calculations disclosed that excess unemployment compensation costs of
$2,265,212 were charged to ED. Further, when we completed our review in March 1997, NOPS
was continuing to use the method described in this report to charge costs for unemployment
compensation insurance.

RECOMMENDATION

We recommend that the Secretary require the Louisiana Department of Education to: (1) refund
$2,265,212 to ED; and (2) ensure that only a reasonable proportion of unemployment insurance
costs are charged for periods after Fiscal Y ear 1996.

AUDITEE COMMENTS

We received comments from the Louisiana State Department of Education (LSDE) and New
Orleans Public Schools (NOPS). Both of these entities disagreed with our finding and
recommended actions.



Audit Control Number 06-60010 Page 6

Comments from the L ouisiana State Department of Education

LSDE commented that if historical data indicated a higher incidence of unemployment for
individuals funded under Federal programs, then it would be reasonable that those Federally-
funded programs have higher premium cost. LSDE also stated that UCCS provided documents
to KPMG Peat Marwick (Peat Marwick) indicating that the premiums charged to Federd
programs were based on historical experience. LSDE questioned whether the OIG had
considered UCCS records and the work performed by Peat Marwick. LSDE’s complete
comments are included as Attachment | to this report.

Comments from New Orleans Public Schools

NOPS pointed out that the Ol G position concerning the recommended refund was based on
reasonableness. Reasonableness involved the use of a salary ratio to alocate unemployment
insurance cost as opposed to the variable rate methodology used by UCCS. NOPS stated that
OMB circular A-87 neither defined “reasonableness’ nor restricted cost allocation methods to
only one reasonable method. The majority of the response was geared toward documenting the
reasonableness of the varying interest rates used for billing unemployment insurance premiums.
Risk, uncertain future Federal funding sources, and Genera Fund stability were three reasons
given to justify the tiered rates used by NOPS.

NOPS commented that two studies have been performed which related claims paid to the funding
sources of individuals at the time of termination. One study included four quarters of data ending
June 30, 1995. The other included six quarters of data ending June 30, 1997. The first study was
within our audit period whereas the second study included only two quarters of data that was
within our audit period.

In the first study, which covered four quarters of datain our audit period, NOPS concluded that
based on “Pure Premiums’, the Special Revenue Fund (which includes Federal funds) had aratio
of claims paid to payroll which was seven times greater than that of the General Fund. Based on
the theory of “Benefit Relativity”, the ratio was also seven times greater for the Special Revenue
Fund. Considering the theory of “Claims Relativity”, the ratio was eleven times greater for the
Special Revenue Fund. Results were similar for the six-quarter study. (Note: NOPS data
excluded claims for day-by-day employees which accounted for about 45 percent of the claims
paid. These claims are al paid with General funds.)

Bumping was also mentioned as a reason for some Genera Fund employee layoffs which resulted
in unemployment claims. Bumping was explained as the process of one employee replacing
another employee based on seniority. In some instances, a senior employee is funded through a
Federa program. If the Federally-funded position is terminated, it results in the bumping of a
General Fund employee with less seniority.
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Regarding Federal fund stability, NOPS pointed out that while Federal funds may have increased,
the draft report failed to mention that some Federal programs had significant fluctuations which
prompted terminations and subsequent unemployment claims.

NOPS also pointed out that the 3.30 rate used to alocate unemployment costs to the Special
Revenue fund was less than the overall percentage charged by the state of Louisiana.

NOPS also engaged the consulting firm of Milliman and Robertson, Inc. (M & R) to address
concerns regarding the reasonableness of charging tiered rates for unemployment insurance costs.
The M&R report, which concluded that tiered rates were appropriate, isincluded as part of the
NOPS response. Page three of the consultant report included a comparison of payroll, actual
benefits paid, and pure premiums for Federally-funded and non-Federally funded programs. That
comparison showed that the pure premium was nearly seven times greater for Federal programs
than for non-Federa programs.

Although NOPS officials did not concur with our finding or recommendation, their response
expressed a willingness to discuss areas of disagreement with ED.

OIG RESPONSE TO COMMENTS

L ouisiana State Department of Education

We agree with LSDE’s comment that Federal programs should bear a higher premium cost if
historical dataindicates a higher incidence of unemployment for individuals funded under Federd
programs. However, historical data does not support that premise.

LSDE aso commented that UCCS provided documents to Peat Marwick indicating that
premiums charged to Federal programs were based on historical experience. We visited UCCS
on two occasions and were told that the rates used until January 1995 were established in 1982
and were based on historical data. However, neither UCCS nor NOPS could provide that
historical data. Further, we were told that UCCS could not analyze any claim data by type of
program because UCCS did not have information showing the funding source of a claimant prior
to claim submission. According to UCCS, only NOPS could determine the funding source of an
individual prior to that individual making an unemployment claim.

New Orleans Public Schools

The NOPS response attempted to show why atiered rate structure was an acceptable method of
charging unemployment insurance cost. The response aso indicated that, based on different
scenarios, Federa programs should be charged more than programs paid with General funds.

The response, however, never identified amounts that should have been charged to ED. Also, the
NOPS analysis of claim payments excluded temporary day-by-day workers (paid from the General
Fund) which account for about 45 percent of claim payments.
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Regardless of the type of rate used, atiered rate or an across-the-board rate, the rate used to
alocate costs to ED and other Federal programs should reasonably reflect the actual costs and
benefits received by the various Federal programs. We found that NOPS had used the same
tiered rate structure since 1982 to allocate unemployment insurance premiums. Although the rate
applied to Federal programs was about 22 times greater than the rate applied to General Fund
programs, NOPS had no documentation to support the rates used.

We revisited NOPS and UCCS during December 1997 and reviewed actual claim data pertaining
to information included in the NOPS response to the draft report. UCCS had isolated all claim
payments, and NOPS had determined the funding sources of individuals receiving unemployment
insurance claim payments.

For the 18-month period ending June 30, 1996, claim payments totaled $216,962. Of those
payments, we verified that only $33,970 or 15.7 percent was related to individuals employed
under Federal programs prior to making unemployment claims. Based on our audit work, we
concluded that about 9.7 percent of the claims identified by UCCS pertained to ED programs.
Thisrate issmilar to the salary rate of 8.4 percent which we used in our audit calculations. Since
datawas provided and verified for only 18 months instead of the 60 months of the audit period,
and since data for the other months could cause the 9.7 percent figure to change, we till maintain
that the 8.4 percent salary ratio rate is a reasonable rate to use in this audit.

After analyzing the NOPS response and reviewing claim data, our finding and recommendation
remain essentially the same. At the time of our review, NOPS was not analyzing historical claim
datato determine if actual claims were in line with charges for premiums. If NOPS plans to
accumulate and analyze claim data in the future, then premiums for unemployment insurance
could be charged to ED on the basis of the actual clamrate. Until such time that historical datais
available, we believe that allocating unemployment insurance premiums to ED should be based on
the percentage-of-salaries method. A complete text of each response is included with this report
as Attachments | and 1.
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OTHER MATTERS

Our review disclosed that NOPS did not bill its General Fund in FY 1994 for its share of the
Worker’s Compensation Self-Insurance Fund. This problem was also documented by Peat
Marwick and Bruno & Tervalon in a specia report issued on November 7, 1995. Peat Marwick
concluded that the appropriate costs should be charged to the General Fund, and stated that the
charge could be amortized over a period of up to five years. Additionaly, former interna
auditors provided information indicating that some of the charges to the Worker’s Compensation
Fund were inappropriate.

Except for NOPS not contributing to the fund in FY 1994, which was addressed in Peat
Marwick’ s report, we did not pursue this area any further. While there may be problems with this
fund, the percentage of charges to Education programs is minimal and any recovery would not be
commensurate with effort. For our five-year audit period, $16.4 million was allocated to various
funds for worker’s compensation coverage. Only 2.6 percent (or $430,000) was allocated to ED
programs.

In our opinion, NOPS; in coordination with the Louisiana Department of Education, should
follow Peat Marwick’s recommendation. NOPS should also implement controls to ensure that all
future charges are allocated properly. Regarding inappropriate charges to the fund, the Louisiana
Department of Education may want to examine this area, as the majority of funds affected are
State and Local funds.

AUDIT SCOPE AND METHODOLOGY

The primary objective of our audit was (1) to determine whether NOPS appropriately allocated
unemployment compensation insurance premium costs to ED programs and (2) to quantify any
overcharges applicable to inappropriate alocations. A secondary objective was to determine if
there were other significant costs that were being inappropriately allocated to ED programs.

In order to accomplish our objective, we reviewed prior audit reports prepared by Peat Marwick,
interviewed appropriate officials of NOPS and UCCS, and obtained relevant documents. We
also gained an understanding of how NOPS accounts for its insurance costs, including the
allocation of those costs to different accounting funds and grant programs. Focusing on the ED
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funds that flowed through the Louisiana Department of Education to NOPS, we determined the
amount of unemployment costs that could reasonably be charged to ED programs, and then
compared our calculation with the allocated charges. We aso determined the percentage of
worker’s compensation costs that were charged to ED programs.

The audit period was July 1, 1991 through June 30, 1996 (Fiscal Y ears 1992 through 1996).

Field work was performed periodically from July 1996 to March 1997. The audit was conducted
in accordance with generally accepted government auditing standards appropriate to the scope of
the audit described above except that NOPS officials provided a management representation letter
which we considered to be inadequate. We considered the letter to be inadequate because
management did not state its responsibility for the fair representation of documents, records, and
other information provided for our review. (See Qualification of Audit Results section.)

BACKGROUND

NOPS islocated in New Orleans, Louisiana, and is the largest school district in the state of
Louisana. The student enrollment is about 85,000. The District has over 9,000 employees, and
operates with an annual budget of about $400 million. About 16 percent of the total budget
comes from Federal funds, with about 10 percent of the budget coming from the United States
Department of Education.

On September 1, 1995, the NOPS Internal Audit Department issued a report of Risk Management
activities. The report maintained that NOPS was overcharging Federal programs for
unemployment and worker’ s compensation insurances. On September 26, 1995, the NOPS
management issued a response to the Risk Management report, disagreeing with all findings
contained in the report. On October 10, 1995, the Internal Audit Department issued additional
comments, stating that the audit report was accurate.

Since there was a disagreement between NOPS management and the Internal Audit Department,
the NOPS attorney retained the accounting firms Peat Marwick and Bruno & Tervalon to do
some special work. The work of the two firms was a joint effort, and one report was produced.
The report, dated November 7, 1995, stated that charges to the Federa programs for
unemployment compensation insurance and worker’s compensation insurance were in compliance
with OMB Circular A-87. The OIG disagreed that costs charged for unemployment
compensation insurance were in compliance with OMB Circular A-87.
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STATEMENT ON INTERNAL CONTROLS

As part of our review, we assessed the system of internal controls, policies, procedures, and
practices applicable to accounting for and charging unemployment compensation insurance and
worker’s compensation insurance costs. Our assessment was performed to determine the level of
control risk for determining the nature, extent, and timing of our substantive tests to accomplish
the audit objectives. For the purpose of this report, we limited our review to gaining an
understanding of the significant management controls over accounting for and charging the
insurance costs to different funding sources. We identified the following management controls:

-- accounts established to accumulate insurance costs

-- methods used for hilling costs to various funding sources

Because of inherent limitations, a study and evauation made for the limited purpose described
above would not necessarily disclose all material weaknesses in internal controls. However, our

assessment identified weaknesses in the methods used to allocate costs to various funding
sources. The weaknesses are discussed in detail in the Audit Results section of this report.

QUALIFICATION OF AUDIT RESULTS

As discussed in the Executive Summary and Audit Scope and Methodology sections, NOPS
representatives provided a management representation letter which we considered to be
inadequate. Generally accepted auditing standards require us to request a management
representation letter from the officials of an entity we audit. The letter acknowledges
management’ s responsibility for the fair presentation of records and reports, and asserts that the
auditors have been provided all requested records. It also statesthat, to the best of management’s
knowledge, there have been no irregularities or violations of laws or regulations in connection
with the scope of the audit.
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A management representation letter was discussed with NOPS officials in July 1997 and on
severa other occasions, but NOPS did not provide a representation letter until January 23, 1998.
However, the letter was dated December 4, 1997 because we had made a return visit to NOPS at
that time to verify information that was submitted in the NOPS response to our draft report.
NOPS viewed that date as our last day of field work. The NOPS letter provided three of our four
requested written representations. However, management did not state its responsibility for the
fair representation of documents, records, and other information provided for our review. We
consider the omission of the statement to be serious. Therefore, because of the significance of the
deficiencies discussed in the Audit Results section of this report and the failure of NOPS to
provide an adequate management representation letter, we cannot provide assurance that thereis
not further noncompliance with laws and regulations.
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NEW ORLEANS PUBLIC SCHOOLS
3510 GENERAL DEGAULLE DRIVE + NEW ORLEANS, LOUISIANA 70114
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MORRIS L. HOLMES, E4.D. {504) 365-8730
Superintendent Fax No. (504) 365-8733

October 10, 1997

Mr. Daniel J. Thaens

Western Area Manager, Dallas

United States Department of Education
Office of the Inspector General

1200 Main Tower Building

Room 2130

Dallas, TX 75202-5040

Subject: Draft Audit Report -- Audit Control No. 06-60010
Review of Charges for Unemployment C ompensation Insurance and
Worker's Compensation Insurance, New Orleans Public Schools.

Dear Mr. Thaens:

The New Orleans Public Schools (NOPS) appreciates the opportunity to respond to the
Department of Education’s (DOE) draft audit report reviewing charges for unemployment
compensation insurance and workers’ compensation insurance. This response is an appendix
to the Louisiana Department of Education’s response dated August 25, 1997. NOPS has
carefully considered this matter and hopes this response will resolve the issues raised in the
audit to the satisfaction of all concerned.

Along with the Louisiana Department of Education, NOPS does not concur with the findings
or recommendations presented in the draft audit report of the New Orleans Pubic Schools
(NOPS) dated July 24, 1997, and consequently believes that no refund to the Department of
Education is due. Per your request, NOPS will take this opportunity to provide written
comments and additional data NOPS feels will affect the findings and recommendations
included in your draft audit report.

Background

The Board contracted Unemployment Compensation Control Systems, Inc. (UCCS) in 1982
as its servicer for unemployment insurance. NOPS receives unemployment compensation
services from UCCS in lieu of utilizing self-insurance or state-taxed insurance for
unemployment programs. The Board based its decision to use UCCS on four factors:

1.  UCCS offered a substantial savings over the state tax to the Board, as well as
all programs NOPS administers.



2. Contracting with UCCS offered a reduction in risk in comparison to a
self-insurance fund.

3. UCCS provides the day-to-day management of the NOPS
unemployment compensation cost control program, including: attending
claims hearings, filing any necessary appeals and providing all required
legal representation up to appearances before the Supreme Court.
These are services that are not available through the State Tax Rate
method.

4. UCCS’s fixed fee for the Bonded Service Contract includes assumption
of the Board’s exposure. This contract represents a classic program of
risk transfer of insurance.

The NOPS’ Response

The audit report highlights reasons why the audit team believes a refund is due
DOE. These reasons are based primarily on the premise that, “a reasonable
allocation method” for allocating unemployment insurance costs is a salary
ratio, not the variable rate methodology employed by UCCS. NOPS hopes
to resolve the issues of reasonableness of variable rates within this letter.

DOE audit report states:

“Qur use of the salary ratio to allocate... ...total unemployment

insurance cost to ED is a reasonable allocation method and

reflects relative benefits received.”
The audit cites “a” reasonable method for allocating unemployment insurance
costs, but does not suggest it is the only reasonable method. Moreover, the
Office of Management and Budget’s Circular A-87 (amended January 15,
1981) neither defines “reasonableness,” nor restricts cost allocation methods
to only one reasonable method. This response will show NOPS’ methodology
is a reasonable methodology for allocating unemployment insurance costs.
Further, its methods does reflect the relative benefit received.

Reasonableness of Varying Rates
The audit team wrote in its report that it neither concurs with nor understands
NOPS’ rationale for charging varying rates to the different funds. NOPS now

provides additional data to show the rationale behind the use of the varying
rates for unemployment compensation insurance.
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UCCS explained that their research, based on historical experience, indicates
that funds with higher incidence rates of unemployment should expect to pay
higher premiums. It is reasonable, therefore, to expect federally-funded
activities to have higher premiums if those activities have historically higher
rates of unemployment incidence. NOPS has now looked beyond the bills and
UCCS’s explanation to the derivation of the rates for the purpose of responding
to the audit. NOPS’ research unveiled three reasons for tiered rates:

. FISk,
* uncertain future Federal funding sources, and
»  general fund stability.

1. Risk

Risk equals the anticipation or probability of future exposure. Risk must be
considered by any vendor assuming all future payments of unemployment
benefits.

An example of risk can be seen in the area of Worker’s Compensation.
Worker’s Compensation Insurance rates are higher for employees whose risk
of injury is greater -- such as a fireman, policeman, or a roofer -- than for a
office employee. May we assume that different risks exist between federally
funded employees and non-federally funded employees for unemployment
insurance? Yes.

UCCS research indicates that risk can be and is dependent upon the extent to
which control over the funds can be exercised. Not only is there a risk, the
grantor may reduce the grant awarded, but the program or even the grantor
agency could be eliminated through Federal government budget reduction. This
is all “real risk” that cannot be measured, but must be considered when setting
rates.

Risk can be measured against that which can be historically proven. UCCS is
in the risk and risk assumption business. Data gathered prove experience and
exposure exist between the various funds, General and Special Revenue Funds.

Two sample studies were done:

. a four-quarter study beginning third quarter 1994 and
ending second quarter 1995; and
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. a six-quarter study beginning first quarter 1996 and ending
second quarter 1997.

The two sample studies show that the historical data supports the use of varying
rates and that the methodology employed is rational.

The relativity of risk when comparing the benefits paid to special revenue
funded positions (SREP) vs benefits which were paid to general funded
positions (GFP) is different. The 94-95 table shows an average relativity factor
for SRFP of 4.10 and an average relativity factor for the GFP of 0.65. The six
quarter 96-97 table shows a relativity factor of 4.03 or SRFP and a 0.67
relativity factor for GFP.,

In actuarial terms the difference between the variation in rates is called relativity.
Relativity of risk is the relationship of benefits paid to payroll costs by
classification. Calculating the relativity for each fund:

Pure Premium Rates

Pure Premium rates are calculated by dividing the actual benefits paid by the
actual payroll of the funded position:

1) Special revenue benefits paid for the quarter / Special revenue
payroll for the quarter

2) General fund benefits paid for the quarter / General fund payroll
for the gquarter

Table 1 Table2 .
Pure Premiums
~ SRFP GFP Ralio

Pure Premiums i 96-1 0.00138  0.00038 4
se3 (000225 CQ00EE| 4 %2 | 000105 0.50025 )
94-4 0.00136 0.00011 12 96-3 0.00421 0.00033 13
$5-1 0.00088 0.00011 8 96-4 0.00286 0.00013 23
95-2 0.00033 0.00010 3 a7-1 0.00057 0.00010 6
0.00121 _0.00022 L o72 | 0.00019  0.00018 1
0.00171 0.00023 8

Pure premium rates including only benefits paid, excluding any administration, processing,
or risk of UCCS, (and any profit) for SRFP equals seven and eight times that of GFP. As
llustrated in Table 4, it is not unlikely for the ratio of SRFP to GFP to be twenty-three times
greater for SRFP, without any administration costs.




Benefits Relativity

1) Pure premium rate of SREP / Total pure premium rate

2) Pure premium rate of GFF / Total pure premium rate
Table 3 Table 4
Relativity
SRFP GFP Ratio
Relativity 96-1 3.09 0.80 4
SRFP GRP Ratio 96-2 2.92 0.78 4
94-3 3.09 0.74 4 96-3 4.99 0.39 13
944 5.88 0.47 12 96-4 8.03 0.35 23
95-1 4.80 0.61 8 971 4.17 0.71 6
95-2 2.64 0.80 3 97-2 1.00 1.00 1
4.10 0.65 7 4.03 0.67 8

The relativity factor for SRFP is seven and eight times that of GFP for benefits paid. This
relativity factor takes into consideration only that of benefits paid. This is a post-risk factor
which does not include the administration of the benefits paid, including the day-to-day
management of the UCCS unemployment compensation cost control program. Day-to-day
management responsibilities include: attending claims hearings, filing appeals that are necessary
and providing all required legal representation to the Supreme court as well as many other
indirect costs such as banking charges, secretarial, space, equipment, and other costs. Further,
both sample studies show there were more SRFP claims made in the pure sense than in the
GFP, therefore increasing the SRFP share of the indirect costs, a factor not included in the
relativity ratios.



Claims Relativity

Table 5 Table 6
Relativity
Relativity SRFP_ GFP Ratio

SRFP GFP Ratio 86-1 3.62 0.75 5
943 | 4.69  0.54 9 9-2 | 461 058 8
96-3 4.57 0.45 10
94-4 6.21 0.44 14 964 2 28 0.42 17
95-1 5.86 0.49 12 97-1 6.12 0.52 12
95-2 5.03 0.50 10 97-2 4.64 0.60 8
5.45 0.49 11 7.71 0.83 15

The relativity factor for SRFP is eleven and fifteen times that of GFP for claims processed,
without adjusting upward for the exposure relativity factor. This also proves that exposure
and/or risk for each factor is eleven and fifteen times greater for the SRFP than the GFP.

Bumping

One other real factor left out of the Risk, Relativity Factor, and Pure Premium equations is the
process called bumping. Bumping as explained in a memo dated January 16, 1997, by the Interim
Personnel Director of NOPS to DOE is as follows:

“Bumping is the process of one employee’s replacing another
employee based upon seniority. ...in some instances the most
seniored employee is funded through a federal program, resulting
in the bumping of a Board (general) funded employee. ...result is
either a lay off or a surplus... (to the general fund)

The unemployment claim and benefits paid would be classified as a GFP unemployment claim
and not an SRFP unemployment claim. The cause in the actual case sample provided by
NOPS is a cut back in a special revenue funded program, resulting in a general funded lay-off
and unemployment claim.

..a most recent lay-off of sixty paraprofessionals from the summer 1995...
At the time of this lay-off, the Title I program reduced paraprofessionals by
32 and special education reduced paraprofessionals by 30.

The list of the employees laid off was included in the memo submitted to DOE in January.
The Hst illustrates that bumping is a real problem with several GFP bumped because of a
reduction in special revenue funding.



Neither UCCS nor NOPS has tracked bumping instances in the past. Because the instances
of the bumping process have been doubted in the audit report by DOE, UCCS’s computer
system is now tracking this information for future rate studies.

2. Uncertain future Federal funding sources
The audit team’s report states:

“Our review disclosed that the total federal funds awarded to NOPS
increased by 9 percent from 1992 to 1996, demonstrating the amount of
Federal money available for NOPS increased during that period and is
stable”

The audit team’s review may have disclosed an increase in NOPS’s total Federal funds over
the audit period; however, the team failed to report that in examining all the program’s over
the period there was, is, and always will be a fluctuation in each programs funding dollars.
The audit team should have considered this factor given that new programs have been granted
to NOPS and some programs have been discontinued, an increase in overall funding is not an
indication of employment stability.

For example, assume a new $10,000 program began in 1993 while a $9,500 program was
discontinued. The audit would view this as an increase of $500, or 5%. According to the
audit, the increase in funding precludes any changes to unemployment insurance charges. In
fact, the new program dollars may be dedicated to funding capital improvements, while the
old program’s discontinuance has just displaced a teacher, therefore prompting an
unemployment claim or a general fund absorption of $9,500.

Even if the new program were intended to fund a teacher’s salary and benefits, stable charges
to unemployment insurance would imply that the program benefits the same student
population and therefore the same displaced teacher could be used. However, more often
than not, the new program will be used to fund a teacher requiring very different
qualifications than those possessed by the displaced teacher. The result is an unemployment
claim despite stability in the total amount of program dollars. In both the aforementioned
examples, the funding has increased and a claim has still been filed.

Attachment A illustrates the true fluctuation in federal funding, both pass-through from the
State Department of Education and from the DOE. The audit team “disclosed that the total
Sfederal funds awarded to NOFS increased by 9 percent from 1992 to 1996.” Its disclosure
fails to document the over 1.4 million dollar decrease in 1993-94 and the over 1.6 million
dollar decrease in 1994-95 federal awards. Despite the audit’s implication that the overall
9 percent increase indicates funding and employment stability and therefore has no effect on
the unemployment risk, fluctuations of this size within the audit period prove that federal
funding and, therefore, stable employment has not been fully predictable. The attachment will
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further detail the fluctuation in funding of programs including: ECIA (IASA) Chapter I and
Chapter 2; Impact Aid; Drug Free Schools; and Dropout Prevention funding. These
programs are the major source of federal funding for NOPS.

Therefore, NOPS does not believe that an overall increase in Federal funds throughout the
audit period equates to stable employment for federally funded employees and cannot be
incorporated into a sound rationale for using a single rate. This illustration is, in part, a solid
rationale for using varying rates rather than one flat rate for unemployment insurance
premiums.

Other signs of growing instability of federal funding from DOE is the reduction of staff at the
Department of Education over the last several years, as well as Presidential campaign
platforms which include the elimination of DOE. These issues and many others present
serious risks to educational programs all across the country whose funding is generally
granted only one year at a time.

3. General fund stability

Historically, state and local funding for general education in NOPS has been very stable. The
public education system in New Orleans and the State of Louisiana, as well as many other
places across the country, are protected by state constitutions and laws. Further, Louisiana
law even prohibits the laying off of tenured teachers (but not federally funded teachers).
Education funds would be the last to be cut if there were economic hard times in the State of
Louisiana. Not only do the laws protect generally funded teachers and teacher to student
ratios, but collective bargaining agreements also must be abided by. This is not true for
federally funded programs where DOE sets the conditions upon which the money will be
spent each vear.

Reasonableness of the Rates

Gayle F. Truly, Secretary of Labor for the State of Louisiana, cites in a letter to UCCS dated
August 10, 1994, an available overall state tax rate of:

*  3.89% for the 1992 unemployment tax; and
*  3.96% for the 1993 unemployment tax.
During the same period, NOPS’s special revenue fund paid only 3.30% for unemployment

coverage to UCCS. NOPS believes this “..is reasonable for the services rendered..” as
defined in the federal regulations. NOPS also relies on the following:



Attachment B. Section 10. Compensation for personal services:

“Compensation for employees engaged in federally-assisted activities will be
considered reasonable to the extent that it is consistent with that paid for
similar work in other of the State, local, or Indian tribal government.”

A comparison of UCCS’ rates to the State Tax Rate proves that other local governments are
paying more for less service. UCCS offered NOPS a discounted rate from state coverage for
more services. Good business dictates that NOPS work with UCCS to realize the savings.
In addition, effective January 1, 1995, UCCS further discounted its rate to 2.10% for the
special revenue fund in comparison to the State’s charge of 2.21%.

Had the Board elected to use the State Unemployment Tax Rate from July 1982 through June
1997 in lieu of UCCS’ Bonded Service Contract, the cost would have been approximately $51
million in taxes to the state program. The Board expended only approximately $15 million.
Approximately $35.6 million dollars have been saved by using UCCS over the 15-year period
and approximately $9.4 million over the five year audit period, FY 92 - FY 96.

The audit team has indicated in its report that NOPS over charged the Special Revenue fund
and the DOE a total of $2,265,212 for unemployment compensation costs. The Board
believes that the services UCCS rendered to the Special Revenue fund and DOE saved a
significant amount of money through the discounted rates. NOPS does, in fact, use a
reasonable methodology for charging unemployment coverage. The charges are less than
“...that paid for similar work in other of the State, local, or Indian tribal government(s),”
and, therefore, are reasonable.

In addition, OMB’s Circular A-87 does not require governmental units to review its vendor’s
billing practices. UCCS quoted a price to insure unemployment compensation for NOPS. The
Board determined the price to be both reasonable and more cost beneficial than the State
Unemployment Tax program. The price was lower than alternative solutions; therefore, the
Board believed the price to be reasonable according to the regulations and was not obligated
to research the basis for the pricing structure.

The audit cites Office of Management and Budget Circular A-87, “Cost Principles for State,
Local, and Indian Tribal Governments” (May 17,1997) for a definition of reasonableness.
This revised version of A-87 applies to all awards issued after August 31, 1995. This version
was not effective for 45 months of the 60 month audit period. OMB Circular A-87 (amended
January 15, 1981) Attachment B. Section 10. Compensation for personal services and
Attachment B. Section 13. Emplovyee fringe benefits is the proper guidelines for state and
local governmental entities for the treatment of federal funds.




Risk Factors in Developing Rates

To address the audit team’s concerns and questions regarding the reasonableness of charging
tiered rates to cover varying risks to different funders, NOPS engaged the nationally known
third party independent actuarial and consulting firm of Milliman & Robertson, Inc. (M&R).
M&R has issued a letter report which finds that, “it is appropriate and reasonable to use a tier-
rating structure to price NOPS’s unemployment insurance” This letter is attached.

Conclusion

In closing, the Orleans Parish School Board and New Orleans Parish Schools do not concur
with the findings and/or recommendations presented in the draft audit report dated July 24,
1997, by the DOE. There was no overcharge to the Special Revenue Fund and, therefore, no
refund is due.

If after considering this response, DOE does not agree with NOPS’ position, NOPS will be
prepared to discuss with DOE what can be done to solve those areas of disagreement as well
what mutually agreeable steps may be taken in the future.

If you have any question regarding this response to your audit or would like to review any
additional data, please contact my office (504) 365-8730.

Sincerely,

(thott (i

Anthony J. Stoltz
Comptroller

New Orleans Public Schools

oms L Holmes, Jr.
Supermtendent
New Orleans Public Schools

fx:  Mr. Daniel J. Thaens (214) 767-2024

cc:  Cecil J. Picard, Superintendent, Louisiana Department of Education
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October 9, 1997

Mr. Frank Endom

Attorney at Law

Polack, Rosenberg, Endom & Reiss
938 Lafayette Street, Suite 100
New Orleans, Louisiana 70113

Re:  An Actuarial Analysis of Pricing Structures for Unemployment Insurance

Dear Frank:

Milliman & Robertson, Inc. (M&R) has been retained by the New Orleans Public Schools (NOPS)
to provide an analysis of their unemployment program. More specifically, we have been asked to

discuss the appropriateness of applying a tier rating structure to this program. This letter presents
the results of our analysis.

Summary. Based on a review of actuarial principles, statutory considerations and rating structures
in use for other types of insurance, we believe it is appropriate and reasonable to use a tier rating
structure to price NOPS’s unemployment insurance. As opposed to the same single rate applying
for everyone, tier rating means different rates apply for employment programs funded by different
sources.

Based on a review of past claims experience there is clearly a difference in cost levels between the
federally funded and non-federally funded programs. In particular, the claim costs (per unit of
payroll) are significantly greater for the federally funded programs.

Actuarial Principles. Actuaries are trained to estimate costs of uncertain future events, The most
common application of actuarial science is in the pricing of insurance products, The Casualty
Actuarial Society (CAS) has developed standards of conduct and competence for its members. In

Albany, Atlanta, Boston, Chicago, Dallas, Denver, Hartford, Houston, Indianapolis, Irvine, Los Angeles, Milwaukee, Minneapolis, New York, Omaha,
Philadelphia, Phoenix, Portland, ME, Portland, OR, St. Lonis, Salt Lake City, San Diego, San Francisco, Seattle, Tampa, Washington, D.C., Bermuda, Tokyo
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quarters beginning with the first quarter of 1996 and ending with the second quarter of 1997.
Table 1 highlights the overall results.

Federally Non-Federally
Description Funded Funded
A. Payroll (in $1,000) $62,989 $585,027
B. Actual Benefits Paid 81,535 113,665
C. Pure Premium (per $1,000 of payroll) $1.29 $0.19

Items A and B in Table 1 are data that was provided by UCCS. The pure premium shows the
indicated cost per $1,000 of payroll. These costs are shown in relation to payrolt because
unemployment insurance is rated on this basis. Table 1 shows that the pure premium for the
federally funded program is nearly 7 times greater than for the non-federally funded program.

The calculations shown in Table 1 use data compiled by UCCS. This data included claims
identified as “Day by Day.” These represent temporary employees whose tier assignment (i.e.,
federal or non-federal) depends on whom they are replacing. Because the database did not contain
enough information to assign these claims to one of the two groups, we ignored them for this
analysis. However, even assuming that all of these claims should be classified as non-federally
funded, a very conservative assumption, the federally funded pure premiums would still be 2.5
times greater than for non-federally funded.

The past claims were assigned to employment group based upon the budget code of the individual
making the claim. However, NOPS has a seniority program that can distort the data. For
example, a federally funded program can be terminated and some of the senior employees in that
program can be reassigned to non-federally funded programs. As a result, empioyees in that non-
federally funded program may be “bumped” out of their jobs. Thus, a claim that was caused by a
federally funded employee will show up in the data as a non-federal claim. In theory, this could
also work in the reverse direction. However, since the average seniority is greater for workers in
federally funded programs, the expectation is that the federal rate should be higher and the non-
federal rate.

The pure premiums shown in Table 1 can be used to compare the relative difference in costs
between the two programs. However, many additional factors (e.g., trend, expenses, etc.) must be
considered before these amounts can be used to determine future insurance rates.

Sources of Data. The loss, LAE, claim count, premium, and reinsurance data underlying our
actuarial analysis were provided by UCCS. If the underlying data is inaccurate or incomplete, the
results of our analysis may likewise be inaccurate or incomplete. This does not necessarily imply
that the data is faulty, only that an audit of the data was beyond the scope of our assignment.

MILLIMAN & ROBERTSOCN, INC.
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The Statement of Principles Regarding Property and Casualty Insurance Ratemaking the CAS
offers the following guideline to practicing actuaries:

A rate is reasonable and not excessive, inadequate, or unfairly discriminatory if it is an
actuarially sound estimate of the expected value of all future costs associated with an
individual risk transfer.

In developing rates and rating structures, actuarial equity is achieved when all risks pay for their
own expected costs. Stated differently, no risk should have to subsidize another. A subsidy occurs
if two risks with different expected costs are charged the same rate.

Statutory Considerations. Section 22:1404 of the Louisiana Insurance Code (LIC) requires
“Rates shall not be excessive, inadequate or unfairly discriminatory” (emphasis added). This
section also states “Risks may be grouped by classifications for the establishment of rates ... Such
standards may measure any differences among risks that can be demonstrated to have probable
effect upon losses or expenses” (emphasis added).

Examples From Other Types of Insurance. Tier rating systems are widely used in Louisiana and
throughout the country for many types of insurance. For example, the most recent workers’
compensation filing approved by the Louisiana Insurance Rating Commission contained separate
loss costs for over 500 different classifications of employees. These loss costs (per $100 of
payroll) range from less than $1 for clerical workers to over $30 for certain construction and
logging classes. The large disparity in insurance costs exists despite the fact that all injured
employees receive the same benefits regardless of their employment classification. The reason for
the price differences is that the expected frequency (number of claims) and/or severity (cost per
claim) are not the same for all employment classifications.

Tier rating exists in many other types of insurance, For automobile insurance, young unmarried
males living in urban areas pay much higher premiums than married females in rural areas. For
homeowners coverage, rates differ based on construction type, protection class and territory,
among other variables. Even federal programs, like crop and flood insurance, use multiple tier
pricing structures. In all these cases, the rates differ for individual risks because the expected costs
differ.

Nature of the NOPS Employment Programs. The NOPS employment programs can be broadly
classified into two categories: federally funded and non-federally funded. Using historical claims
data provided by Unemployment Compensation Control Systems, Inc. (UCCS) we have reviewed
the costs for these two groups separately. Exhibit 1 shows the raw data and summary statistics for
two sample periods. The first sample includes four quarters beginning with the third quarter of
1994 and ending with the second quarter of 1995. The second sample is of the previous six

MILLIMAN & ROBERTSON, INC.
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Closing., Milliman & Robertson, Inc. has appreciated this opportunity to work with the New
Orleans Public Schools. We would be happy to answer any questions you may have on this
analysis.

Best regards,

Guy A. Avagliano
FCAS, MAAA

GAA:crg

MILLIMAN & ROBERTSON, INC.
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